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MEMORANDUM FOR: Recipientn

SUBJECT ¢ Panama EBconomic Brief Number 2:
Capital Flight

1. The attached is the second of a series of economic
briefs focusing on apecific issuen in Panama as the US and
the new government begin the task of economic
reconstruction. The first in this serien dealt with

unemployment and was isaued on January 2nd. |

2. T hope you find this useful. If you have any
questions or comments, or if you have suggestions for other
topics,

Attachment
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SUBJECT: Panama Rconomic Brief Number 2: Capital Flight

As the Panamanian economy begins to recover from the
effects of nearly 30 monthus .f political c¢risis, one factor
in the Endara government's ability to oncourage investment
and growth will be its succens in attracting capital back
into the domestic banking syatem. while there are no
reliable estimates of how much capital has fleod abroad, a
renpected Panamanian consulting firm entimates $1.7 billion
tn deponits have left Panamanian banks unince 1987--almost 40
percent of Panama's pre-cririn internal deposit base.
Although much of this capital drawdown was probably shuttled
out of the country by the wealthy and businesses, some of
the decline was due to normal withdrawals by worried
citizens who simply choae to hold canh rather than make
deposits to their accountsn. |:|

Background

In early 1987, Panamanisnn--recoqnizing their banks
wers haginning to exparien-e mavare financial difficultieg--
attempted to remove their holdings for nafekeeping at home
or ceposit abroad. The "run" which thin demand created
forced Lhe Noriega regime Lo introduce restrictions on the
amount individuals could withdraw trom demand, time, or
savings accounts. Restrictions on demand account
withdrawals were lifted in January 1989, but the Endara
government has announced it will retain rontrnlas on other
withdrawals until the liguidity of local banka improves and
confidence returns to the banking asyntem.

How Much_Money l.eft Panama?

In 1986, before the political ¢r1igis beqgqan, officialas
at the National Bank of Panama (BNI') ~ntimated that $500
million of Panamanian capital resided abroad, mainly in the
US. Over the last threc yearrn, repurting from embassy and
clandeestine sourcas has indicated that the waalthy--and even
the middle class-~-have pulled money out of Panamanian banks

for deposit offshore, but there has heen no reliable
reporting on totalas. The reygime, for obvious political
reasons, apparently made little eftort to pursue losses to
capital flight beyond fmporing rertti-ttonr on domestic
withdrawals.
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Meaauring changes in the quantity ot domestic deposits
over time providnn one meann of approximatring capital
flight. * ] - *

Panamanian domesatic

deposits have fallen 51.7 BIIIion nince 1987, a slide of
almost 40 percent;
’ -
Banking Systcem Domestic Deposits
(Millions of Dollars)

1987 1988 1989l
Domestic Deposits 4397 2967 2718
lFlnnl Balance as of June 30.

Roughly 70 perceunt of dumastic depusits were in private
accounts in 1987, roughly 25 percent were bank holdings, and
6 percent ware government deopositsa. [:::::]

Although much of the ui. inkage of deposits may indicate
genuine flight of amsets from Panama ‘.o overnran accountas,
soma of the drop in dapoaitn han probably been the result of
depositors falling back on mavings an incomen have declined.
Furthermore, deposit statinticn may reflect a decision by
individuals and businennna to hold a larger than normal
proportion of their operating funds in cash to avoid tight
govarnment restrictions on withdrawala. Much of this cash
is likely to reenter the hanking ayntem as customers regain
confidence in the banking ayatem and as rontrols on
withdrawala are 1iftad.

The Challenge for the New Government

Political and economic stability will halt the outward

flow of capltal from the dowmentic banking system, and will
help stem the flow of deponita from Panama's offshore
banking syastem. In the short term, however, the reduced
ntock of loanable fundn in ' ha doment i banking cystem as a

reault of the political arinin haa created a credit
nhortage, and has helped drive {nterent raten on commercial
loans up almost 4 percentage pointn since 1987 to 14.6
percent. These hjigher interest raten will make housing,
business, and construction loans expensive and could slow
the pace of recovery.
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